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ARMEN, Special Trial Judge: This case was heard pursuant to

the provisions of section 7463 of the Internal Revenue Code in
effect at the time the petition was filed.? The decision to be
entered i s not reviewabl e by any other court, and this opinion

shoul d not be cited as authority.

1 Unl ess otherwi se indicated, all subsequent section
references are to the Internal Revenue Code in effect for 2000,
the taxable year in issue. Al Rule references are to the Tax
Court Rules of Practice and Procedure.
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Respondent determ ned a deficiency in petitioner’s Federal
income tax of $7,981 for the taxable year 2000, as well as an
accuracy-rel ated penalty under section 6662(a) in the anount of
$1, 596.

The issues for decision are:

(1) \Wether petitioner was a shareholder in an S
corporation during 2000 such that petitioner is required to
report his pro rata share of the corporation’s incone. W hold
t hat he was.

(2) Wether petitioner is liable for the accuracy-rel ated
penal ty under section 6662(a). W hold that he is not.

Backgr ound

Sone of the facts have been stipulated, and they are so
found. W incorporate by reference the parties’ stipulation of
facts and acconpanyi ng exhibits.

At the tinme that the petition was filed, petitioner resided
i n Auburn, Washi ngt on.

Petitioner first met Philip Turner (M. Turner) in 1993 when
t hey both worked at Mbdern Manufacturing, Inc. (Mddern).? 1In
June 1995, petitioner and M. Turner formed Union Machi ne, which
they later incorporated in the State of Washi ngton on Decenber

21, 1995. Union Machine' s principal business was manufacturing

2 Around that time, petitioner worked as a first quality
i nspector and quality control officer. By trade, petitioner and
M. Turner are machinists.
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aircraft parts. Petitioner and M. Turner each nmade initial
capital contributions to Union Machine. Petitioner contributed
$12, 000 of inspection equipnent and granite,® and M. Turner
transferred his personally owned equi pment. M. Turner becane
presi dent of Union Machine, and petitioner becane vice
presi dent.*

On January 10, 1996, Union Machine filed with the Internal
Revenue Service (IRS) a Form 2553, Election by a Small Business
Corporation, to be treated as an S corporation, which the IRS
accepted effective January 2, 1996.° Since then, Union Machine
has operated as an S corporation on a cal endar year basis. The

Form 2553 |isted the sharehol ders as foll ows:

Dat e of
Nane Shar ehol der Consent No. shares! Date
Acqui r ed
Philip L. Turner 6/ 28/ 95 51 1/ 2/ 96
Ronal d L. DeVaul t 6/ 28/ 95 49 1/ 2/ 96
G gi DeVault? 9/ 29/ 95 -- 1/ 2/ 96

_‘]_ .
shar e%tol%lelr rhealse\f%r?rtaitnler&p%het geanEL.mber of shares owned by each

2 . . . ..
DeVaul t@t msage pteltrin?i%fnetrhes %p%%rspe(.)rat ion election, Ggi DeVault (Ms.

After the formation of Union Machine, M. Turner resigned
from Modern to manage Uni on Machine’ s day-to-day operations.

Petitioner, on the other hand, continued to work full time at

8 Petitioner obtained a personal |oan from Househol d
Fi nance to purchase these itens.

4 At all relevant tinmes, M. Turner has remi ned president
of Uni on Machi ne.

5> W note that Form 2553, Election by a Small Busi ness
Corporation, incorrectly listed Union Machine s date of
i ncorporation as Jan. 2, 1996.
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Mbdern, ® but worked at the end of the day at Union Machine to
help M. Turner with certain jobs. In md-1997, petitioner began
working full time at Union Machi ne because of its increased
wor kl oad. Petitioner received an annual sal ary of $90, 000 pl us
yearend bonuses. In addition to petitioner and M. Turner, Union
Machi ne enpl oyed one full-tinme enployee and sonme part-tine
pr ogr amer s.

Around 1998, petitioner began experiencing personal
har dshi ps. On one occasion, Union Machi ne | oaned petitioner
$6,000 to pay his tax liability to the IRS. In addition, Ms.
DeVault filed for divorce after 30 years of marriage to
petitioner. Petitioner needed noney to repair his house to sel
in the divorce. Union Machine |ent him $16,000 for the repairs.

Petitioner’s personal hardshi ps al so began to negatively
affect his work performance at Union Machine, as well as his
busi ness relationship with M. Turner. By late 1998, petitioner
| eft the enpl oyment of Union Machine.’” Petitioner stopped
receiving any formof conpensation from Uni on Machi ne and was no

| onger involved with its business-related matters. Around this

6 Petitioner continued to work at Modern because Uni on
Machi ne recei ved npbst of its busi ness from Mdern.

7 Petitioner believed that M. Turner asked himto | eave
because M. Turner was concerned that Ms. DeVault woul d pursue
an interest in Union Machine. On the other hand, M. Turner
believed that petitioner was only taking a tenporary | eave of
absence. Nevertheless, they agree that petitioner left the
enpl oynent of Union Machine in |ate 1998.
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time, M. Turner offered to forgive petitioner’s $22,000 debt to
Uni on Machine and to pay petitioner an additional $10,000 for his
ownership interest. Petitioner did not accept the offer.

Since | eaving Union Machine, and through the year in issue,
petitioner did not sign any docunment purporting to relinquish his
interest as a shareholder in Union Machine, nor did he take any
| egal action to term nate such interest in Union Machine. In
addi tion, Union Machi ne has not provided petitioner with any
consideration in exchange for redenption of his shares, and M.
Turner has not conmenced a declaratory judgnment action to becone
t he sol e sharehol der. 3

In July 1999, petitioner filed for bankruptcy protection
under chapter 7 of the Bankruptcy Code. |In his bankruptcy
filing, petitioner disclosed his shareholder interest in Union
Machi ne but did not assign a value to it. The bankruptcy court,
however, did not adm nister petitioner’s sharehol der interest as
part of the bankruptcy estate. |In Novenber 1999, the bankruptcy
court discharged, inter alia, petitioner’s Household Finance | oan
and his debt to Union Machi ne of $22,000.°

On Decenber 7, 1999, Union Machine held its annual neeting

8 Since late 1998, Uni on Machi ne has not had an occasi on
requiring action by a two-thirds vote of the stockhol ders.

° Around this time, M. Turner again offered to buy
petitioner’s ownership interest. Petitioner did not accept this
of fer.
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of stockholders and directors. Petitioner was not present at
this neeting.® The mnutes signed by M. Turner indicated that
petitioner was elected to serve as vice president and as a nenber
of the board of directors until the next annual neeting.

For the taxable year 1999, Union Machine filed a Form 1120S,
U.S. Incone Tax Return for an S Corporation. The Form 1120S
reported that petitioner and M. Turner were its only
sharehol ders at the end of the taxable year 1999. Attached to
the Form 1120S, inter alia, was a Schedul e K-1, Shareholder’s
Share of Incone, Credits, Deductions, etc., for each sharehol der.
Petitioner’'s Schedule K-1 reported his pro rata share as foll ows:
Ordinary incone of $8,375; investnent interest inconme of $72;
depreci ation of $1,343; and nondeducti bl e expenses of $81.

On Decenber 5, 2000, Union Machine held its annual neeting
of stockholders and directors. The mnutes of this neeting
signed by M. Turner indicated that petitioner was not present at
the neeting, but that he was reelected to serve on the board of
directors until the next annual neeting.

For the taxable year 2000, Union Machine filed Form 1120S.
The Form 1120S reported that petitioner and M. Turner were its

only sharehol ders at the end of the taxable year 2000. Attached

10 Since | eaving Union Machine in 1998, petitioner has not
received any witten notice of the annual neetings. W note that
the 1999 mnutes incorrectly stated that petitioner was present
at the neeting.
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to the Form 1120S, inter alia, was a Schedule K-1 for each
sharehol der. Petitioner’s Schedule K-1 reported his pro rata
share as follows: Odinary incone of $27,489; charitable
contributions of $2,499; investnment interest inconme of $20; and
depreciation of $1,690 (petitioner’s 2000 Schedule K-1).

Petitioner tinely filed a Form 1040EZ, |Inconme Tax Return for
Single and Joint Filers Wth No Dependents, for 2000. Petitioner
did not report any of the itens reported on petitioner’s 2000
Schedul e K-1

In the notice of deficiency, respondent determ ned that
petitioner failed to report sharehol der interest income of $20
and sharehol der ordi nary incone of $27,489. Respondent further
determ ned that petitioner is liable for the accuracy-rel ated
penal ty under section 6662(a) for a substantial understatenent of
t ax.

Petitioner tinely filed a petition with the Court disputing
the determ ned deficiency as well as the accuracy-rel ated
penalty. Paragraph 4 of the petition states as foll ows:

The Notice of Deficiency was cal cul ated based upon

information reported on IRS Form 1120S fil ed on behal f

of Union Machine, Inc., EIN 91-1688285, for the year

endi ng 2000. The Form 1120S erroneously reported that

| was a sharehol der of Union Machine, Inc. | do not

believe that | was a sharehol der of Union Machine for

t he year ending 2000 (or for any part of the year

endi ng 2000). The Schedule K-1, which the IRS has

relied upon to determine the Notice of Deficiency,

shoul d not have been issued in nmy nane. Accordingly,
there is no basis for the Notice of Deficiency.
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After filing the petition, petitioner signed a declaration
on May 14, 2003, which states:

|, Ronald Leon DeVault, left Union Machine in Septenber

of 1999. From Septenber, 1999 until the present, |

have not had any transaction, commrunication, business,

or nonetary action with Union Machine, Inc. or with

Phillip Turner, president and owner of Union Mchine,

I nc.

As of Septenber, 1999, | did forfeit all rights,

privileges, and ny 49% share in Union Machine, Inc. to

Phillip Turner.
Petitioner provided this declaration to respondent’s agent as
well as to Union Machine’s accountants. Before doing so,
however, petitioner invited M. Turner to also sign the
decl aration, but M. Turner declined to do so on the ground that
it was not truthful because petitioner never signed a rel ease of
his interest in Union Machine.
Di scussi on

CGenerally, the Comm ssioner’s determ nations are presuned

correct, and the taxpayer bears the burden of proving that those

determ nations are erroneous. Rule 142(a); Welch v. Helvering,

290 U.S. 111, 115 (1933).%

11 Sec. 7491(a) does not apply in this case to shift the
burden of proof to respondent because petitioner neither alleged
that sec. 7491(a) is applicable nor introduced credible evidence
with respect to any factual issue relevant to ascertaining his
income tax liability. See Hi gbee v. Conm ssioner, 116 T.C. 438,
442 (2001).
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A. S Corporation Pro Rata Distributive Share

Cenerally, a shareholder of an S corporation nust include in
gross incone his or her pro rata share of the corporation’s
i ncone, |oss, deduction, or credit. Sec. 1366(a), (c); see also
sec. 61(a). Consequently, we nust decide whether petitioner was
a sharehol der of Union Machine during 2000 such that he is
required to report his pro rata share of Union Machine’'s interest
and ordinary incone.

Generally, a sharehol der of a corporation renmains a
sharehol der until he or she is validly divested of his or her
shares despite any announcenent of resignation or abandonnent of
that status. 18A Am Jur. 2d, Corporations, secs. 772, 778

(2004); see Owhee Grazing Association, Inc. v. Field, 637 F.2d

694 (9th Cir. 1981). Under the Washi ngton Busi ness Corporation
Act, Wash. Rev. Code Ann. tit. 23B (West 2001), a sharehol der may
be validly divested of his or her shares by transferring his or
her shares in accordance with the articles of incorporation, the
byl aws, or a restriction agreenent, !> Wash. Rev. Code Ann. sec.
23B. 06. 270 (West 2001), or, if the sharehol der dissents froma
corporate action, the dissenting sharehol der nmay obtai n paynent
of the fair value of his or her shares, Wash. Rev. Code Ann. sec.

23B. 13. 020 (West 2001). Furthernore, the corporation may divest

12\ note that no such corporate docunents were introduced
i nto evi dence.
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a sharehol der of his or her shares by redeem ng a sharehol der’s
shares subject to certain limtations, Wash. Rev. Code Ann. sec.
23B. 06.400(1), (4)(b)(i) (Wst 2001), or by seeking judicial
di ssolution of the corporation, Wash. Rev. Code Ann. sec.
23B. 14. 300 (West 2001).

Petitioner contends that he was not a sharehol der of Union
Machi ne in 2000 because he forfeited his ownership interest in
Uni on Machi ne in Septenber 1999. |In support of his contention,
petitioner relies on his declaration stating that he forfeited to
M. Turner his 49-percent share in Union Machi ne in Septenber
1999. However, the May 14, 2003, declaration signed by
petitioner after the filing of the petition, which declaration
M. Turner refused to sign, is nothing nore than a self-serving
statenent. W are not conpelled to accept petitioner’s
unsubst anti ated, conclusory, and self-serving statenent w thout

addi ti onal evidence. See Johnson v. Commi ssioner, T.C Mno.

1999-127, affd. 246 F.3d 674 (9th G r. 2000).

In addition, the evidence in the record contradicts
petitioner’s declaration. Petitioner testified at trial that he
actually left Union Machine in 1998, but that he wote down
Sept enber 1999 only because he was instructed by an I RS agent
during an audit to list a date for the tinme period at issue.
Therefore, we do not regard petitioner’s declaration to be

determ native that petitioner was not a sharehol der in 2000.
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Petitioner’s assertion that he abandoned his interest also
is not supported by the evidence. There is no dispute that
petitioner left the enploynment of Union Machine in 1998.
Nonet hel ess, petitioner was aware that he still had an ownership
interest in Union Machine. Indeed, petitioner listed in his
bankruptcy filing in July 1999 that he owned an interest in Union
Machi ne. The bankruptcy estate, however, abandoned petitioner’s
sharehol der interest in Union Machine, and, therefore, title to
the shares reverted to petitioner. See 11 U S. C. sec. 541

(2000); Brown v. O Keefe, 300 U. S. 598, 602 (1937); Mason v.

Comm ssi oner, 646 F.2d 1309, 1310 (9th Gr. 1980), affg. 68 T.C

163 (1977). Even assuming that petitioner initially thought such
i nterest passed to the bankruptcy estate, petitioner was aware by
the time of his discharge in Novenber 1999 that the bankruptcy
court did not adm nister his ownership interest in Union Machine
as part of the bankruptcy estate.

Al t hough petitioner has not been involved in the active
conduct of any of Union Machine's corporate matters, including
annual sharehol der neetings, since Septenber 1998, petitioner did
not present any evidence, other than his own testinony, to refute
the fact that he remai ned a sharehol der of record. Indeed, Union
Machi ne i ssued Schedul es K-1 for the taxable years 1999 and 2000

reporting that petitioner was a 49-percent sharehol der in Union



Machi ne. 3

Al t hough petitioner alleges that he abandoned or forfeited
his interest in Union Machine before the year in issue, he did
not affirmatively transfer his shares to another person in
accordance wth the Washi ngt on Busi ness Corporation Act. 1In
particul ar, petitioner had opportunities in both 1998 and 1999 to
transfer his shares to M. Turner for val uabl e consideration, but
petitioner rejected those offers. Moreover, petitioner does not
claimthat he was a di ssenting sharehol der who demanded a fair
val ue paynent for his shares. Likew se, M. Turner has not
sought a declaratory judgnent that he is the sol e sharehol der,
nor has he sought judicial dissolution of the corporation, and
Uni on Machi ne has not redeened petitioner’s shares.

Based on the entirety of the record, petitioner failed to
satisfy his burden to prove that he was not a sharehol der of
Uni on Machi ne for the taxable year 2000. Accordingly, we sustain
respondent’s determnation on this issue.

B. Section 6662(a) Substantial Understatenent of Tax

Respondent determ ned in the notice of deficiency that
petitioner is liable for the accuracy-rel ated penalty under
section 6662(a) for a substantial understatenent of incone tax

for the taxable year 2000.

13 The record does not indicate whether petitioner received
t hese Schedul es K-1
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Section 6662(a) inposes a penalty equal to 20-percent of any
under paynment of tax that is due to a substantial understatenent
of incone tax. See sec. 6662(a) and (b)(2). An individual
substantially understates his or her incone tax when the reported
tax is understated by the greater of 10-percent of the tax
required to be shown on the return or $5,000. Sec.

6662(d) (1) (A).

The accuracy-rel ated penalty does not apply to any portion
of an under paynent, however, if it is shown that there was
reasonabl e cause for the taxpayer’s position and that the
t axpayer acted in good faith with respect to that portion. Sec.
6664(c)(1); sec. 1.6664-4(b), Incone Tax Regs. The determ nation
of whether a taxpayer acted with reasonabl e cause and in good
faith is made on a case-by-case basis, taking into account al
the pertinent facts and circunstances. Sec. 1.6664-4(b) (1),
| ncone Tax Regs. The nost inportant factor is the extent of the
taxpayer’s effort to assess his proper tax liability for such
year. 1d. Circunstances that may indicate reasonabl e cause and
good faith include an honest m sunderstandi ng of fact or |aw that
is reasonable in light of the experience, know edge, and
education of the taxpayer. Sec. 1.6664-4(b), Incone Tax Regs.;

see Higbee v. Conm ssioner, 116 T.C. 438, 449 (2001) (citing

Reny v. Conmm ssioner, T.C Meno. 1997-72).
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Section 7491(c) places on the Comm ssioner the burden of
production with respect to a taxpayer’s liability for any
penalty. Respondent satisfied his burden of production because
the record shows that petitioner substantially understated his
i ncome tax for 2000 by $7,981, which anount is greater than

$5,000. See sec. 6662(d)(1)(A) (ii); H gbee v. Conm ssioner,

supra at 442. Accordingly, petitioner bears the burden of
proving that the accuracy-related penalty should not be inposed
Wi th respect to any portion of the understatenent for which he
acted with reasonable cause and in good faith. See sec.

6664(c)(1); Hi gbee v. Comm ssioner, supra at 446. The nere fact

that we held against petitioner with respect to his status as a
shar ehol der of Union Machine does not, in and of itself, require

hol di ng for respondent on the accuracy-related penalty. See

Hitchins v. Conmm ssioner, 103 T.C. 711, 719 (1994).

Petitioner by trade is a machinist with no formal training
or experience in organizing or managi ng a business, |et al one how
to wind up his business affairs.* Since petitioner left the
enpl oynent of Union Machine, he has had no further contact with
Uni on Machine. |Indeed, after petitioner left the enpl oynent of
Uni on Machi ne, he stopped receiving any form of conpensation and

any communi cation from Uni on Machi ne, includi ng upcom ng annual

14 Petitioner testified that “because of ny own | ack of
knowl edge in these things, | wasn't aware of what actions | was
supposed to take.”
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meeti ngs wherein he was consistently reelected to serve on the
board of directors until the next annual neeting.

In light of petitioner’s |lack of business acunmen and the
ci rcunstances of this case, we find that petitioner had
reasonabl e cause to believe that he did not have an interest in
Uni on Machine in 2000 and acted in good faith with respect to the
under paynent .

Accordingly, we hold that petitioner is not liable for the
accuracy-rel ated penalty under section 6662(a).

C. Concl usion

Revi ewed and adopted as the report of the Small Tax Case
Di vi si on.

To reflect the foregoing,

Deci sion will be entered

for respondent with respect to

t he deficiency and for

petitioner with respect to the

penalty under section 6662(a).




